


iy 
The 


AG JOURNAL 





NAVEXOS P-523 


THE OFFICE OF 
THE JUDGE ADVOCATE GENERAL OF THE NAVY 


WASHINGTON « D.C. 


The Uniformed Services Contingency Option 
Act of 1953, as amended 
AnfIntroduction 


A*Commentary on the Contingency Option Act 
LT Harry L. Mead, Jr., USNR 


The Tax Impact of the Contingency Option Act 
Jalmer Rolfson, Esq. 
. and 
LT (jg) Robert J. Hawk, SC, USNR 


JAG}Bulletin Board 
The Navy’s Judiciary Units 
Appeal from Mast Punishment 


Legal Assistance Note 
Buying on Time 


VOL. XV, NO. 2 9% Re MARCH 1961 














The JAG JOURNAL is published by the Office of the 
Judge Advocate General of the Navy as an informal 
forum for legal matters of current interest to the naval 
service. The objective of the JAG JOURNAL is to 
acquaint naval personnel with matters related to the 
law and to bring to notice recent developments in this 
field. 

The JAG JOURNAL publishes material which it con- 
siders will assist in achieving this objective, but views 
expressed in the various articles must be considered as 
the views of the individual authors, not necessarily bear- 
ing the endorsement or approval of the Department of 
the Navy, or the Judge Advocate General, or any other 
Agency or Department of Government. 

Invitations to submit articles are extended to all per- 
sons, whether lawyers or laymen. Articles submitted 
should adopt an objective rather than an argumentative 
approach and should be written in a manner readily 
understandable by the lay reader. The JOURNAL will 
return unpublished manuscripts if so requested, but re- 
sponsibility for safe return cannot be assumed. No 
compensation can be paid for articles accepted and 
published. 


Use of funds for printing this publication has been 
approved by the Director of the Bureau of the Budget, 
10 September 1957. 





REAR ADMIRAL WILLIAM C. Mott, USN 
Judge Advocate General of the Navy 





CAPTAIN ROBERT D. POWERS, JR., USN 
Deputy and Assistant 
Judge Advocate General of the Navy 





LIEUTENANT COMMANDER FRANK J. FLYNN, USN . 
Editor 





For sale by the Superintendent of Documents 
U.S. Government Printing Office, Washington 25, D.C. (Monthly). 
Price 15 cents (single copy). Subscription price $1.25 per year; 
50 cents additional for foreign mailing. 





JAG BULLETIN BOARD 


THE NAVY’S JUDICIARY UNITS 

The pilot program of the Navy’s new judiciary sys- 
tem, announced by SECNAV NOTICE 5450 of 6 December 
1960, was activated 3 January 1961. Under this system 
officers specially designated by the Judge Advocate Gen- 
eral will serve exclusively as law officers in all general 
courts-martial convened within the geographical area of 
the Pilot Program. Specially designated officers have 
been assigned to Judiciary Units—with each Unit re- 
sponsible for a predetermined geographic area. A Di- 
rector, located in the Office of the Judge Advocate Gen- 
eral, will supervise the Program. The Units are in fact 
separate activities, with the senior officers of each Unit 
having an Officer-in-Charge status. Each Judiciary 
Unit is under the military control of a Naval District 
Commandant and under the management control of the 
Judge Advocate General. The Judge Advocate General 
will be the primary reporting senior on all judiciary 
officers. 

All officers heretofore certified as law officers by the 
Judge Advocate General will retain their certifications. 
They, however, are precluded from sitting as law offi- 
cers in the Pilot area unless they are specially desig- 
nated by the Judge Advocate General and assigned to 
a Judiciary Unit. 

The purpose of the program is to develop a hard core 
of Law Officers who, by devoting their full time and 
energies to “law officering”, will develop a high degree 
of expertness not otherwise available. This expertise 
should result in fewer errors which in turn should re- 
sult in fewer reversals by appellate tribunals. The end 
product should be an improvement in the administra- 
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tion of Military Justice in the Navy. The Army pio- 
neered a Field Judiciary Program and found it most 
successful. Last September the Commandant of the 
Marine Corps inaugurated a similar program for Ma- 
rine Corps activities located within the Continental 
United States. 
Under the Pilot Program, two Judiciary Units have 
been activated: 
Naval Judiciary Unit, Norfolk, Virginia, servicing 
COMFIVE and Fleet Commands in the area, 
Navy Judiciary Unit, Washington, D.C., servicing 
COMTHREE, COMFOUR, PRNC, and including Marine 
Corps Schools, Quantico, Virginia 


NON-JUDICIAL PUNISHMENT APPEAL RECORD 


Article 15d, UCMJ, provides that one who has received 
non-judicial punishment and who deems the same to be 
“unjust or disproportionate to the offense” may appeal, 
through the officer who imposed the punishment, to the 
next superior. 

In his appeal the person punished is at liberty to 
state his subjective reasons as to why he believes the 
punishment to be unjust or disproportionate. He is 
limited in his statements only by the truth and Article 
1212, U.S. Navy Regulations, 1948 (which prohibits 
use of language tending to diminish the confidence in 
or respect due a superior officer). 

What may the commanding officer append to the letter 
of appeal when he forwards it to the next superior? 
Paragraph 134(a), MCM, 1951 merely recites: 


(Continued on page 20) 
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THE UNIFORMED SERVICES 


CONTINGENCY OPTION ACT OF 1953 


AN INTRODUCTION 


PERHAPS THE MOST controversial, the 
most complicated, and at the same time, the 
least understood benefit which the Congress has 
bestowed upon military personnel is the Con- 
tingency Option Act (COA). It is unfortunate 
that such should be the case because, aside from 
National Service Life Insurance, the Contin- 
gency Option Act is the only financial benefit for 
survivors of deceased military personnel which 
requires special affirmative action by the serv- 
iceman in order to make it operative. All others 
are effective by operation by law; that is, by 
the statutes creating them. This is not so with 
the Contingency Option Act. You and I must 
decide whether we want the protection of 
the COA; if so, in what amount; and, within 
specified limits, who will be designated as 
beneficiaries. 

To further confound this already perplexing 
matter, we have to estimate what our family 
situation will be in the future—at the very least, 
two years in the future. As if this were not 
enough, the luxury of indulging in procrastina- 
tion is curtailed to a period of one year—our 
eighteenth year of service for pay purposes, dur- 
ing which our decision must be made. How- 
ever, the annoyance caused by these many con- 
siderations is completely overcome by the con- 
cern we all share for the adequate financial pro- 
tection of our dependents after our demise. I 
and the authors of the two articles which follow 
in this issue of The JAG Journal have reduced 
to writing our researches, thoughts and experi- 
ences in this field for the purpose of assisting 
you in your determinations. 

In order to give the individual serviceman a 
basis for calculating the value of the provisions 
of the Act to him and his dependents, the author 
previously wrote an article entitled “The Con- 
tingency Option Act & Estate Planning” which 
was published in JAG Journal, August 1959. 
The purposes of that article were to stimulate 
interest in the COA; to place the Act in its 
proper perspective as part of our over-all insur- 
ance and estate plans; and to encourage each 
serviceman who would be eligible for participa- 
tion in this program to consider carefully the 
provisions of the Act as they affected him and 


his family, before electing under the Act or de- 
clining to do so. In other words, an attempt 
was made to better equip the reader to make an 
informed, intelligent decision. 

THE ARTICLE WRITTEN by Lieutenant 
Harry L. Mead, “A Commentary on the Con- 
tingency Option Act,” which follows in this 
issue is a comprehensive discussion of all aspects 
of the Act—the basic options, amounts of 
coverage which may be taken, designation of 
beneficiaries, and the mechanics involved in ac- 
complishing the desires of the individual serv- 
iceman who decides to participate in this pro- 
gram. Lieutenant Mead also dwells upon the 
different applications of the Act in physical dis- 
ability retirement cases as compared to non- 
physical retirements. This is an area which 
should be closely scrutinized by all of us, 
whether the state of our health is excellent, or 
physical retirement is imminent. While the cost 
factor in physical retirement cases is an im- 
portant consideration, so too are such matters 
as life expectancy and insurability. 

Appearing also in this issue is an article en- 
titled: “The Tax Impact of The Contingency 
Option Act” by Messrs. Rolfson and Hawk. 
This gives broad scope treatment of the tax con- 
siderations, both to the serviceman in comput- 
ing his net retired pay, and his dependents who 
may benefit from the Act. Again, physical dis- 
ability retirements are discussed at length, with 
concrete examples used to illustrate the tax im- 
pact of the COA. Part I of this article mainly 
presents information to the reader for comput- 
ing his federal taxes under varying conditions 
of retirement. Part II is generally more techni- 
cal and is of particular value to the reader with 
background in tax matters and counsellors in 
the insurance and benefits field. This part, 
among other things, compares the nature of the 
tax treatment of the uniformed service retire- 
ment and survivors plan to commercial and Civil 
Service plans. 

This series of articles should be of assistance 
to each eligible serviceman in making a proper 
decision with respect to the Contingency Option 
Act. However, another useful and most im- 
portant purpose may be served. The informa- 
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tion can be used by division officers, insurance 
officers, and all others who, in the performance 
of their duties, may be called upon to counsel 
military personnel who look to them for guid- 
ance in such affairs. Certainly it should be most 
reassuring to an enlisted man to have all facets 
of the Act explained to and discussed with him 
by his division officer, preferably before he goes 
to the insurance officer or the personnel officer 
for final counselling prior to committing himself 
to elect under the Act, or to elect not to 
participate. 

AS POINTED OUT in my earlier article, it 
is difficult, and indeed dangerous, to attempt to 
give general advice in this matter; that is, the 
Contingency Option Act is, or is not, a good deal. 
However, there are some general observations 
which may be safely made. Some of these are: 


(a) The monthly benefit payable to a beneficiary, 
versus the monthly cost to the retired serviceman, 
is more attractive upon a 20 year retirement than 
it is in the case of a 30 year retirement; 

If your wife is your age, or older than you, it is 
probably a bargain; 

If your wife is as much as 8-10 years younger 
than you, the cost will be extremely high—pos- 
sibly prohibitive—compared to the benefit to the 
dependent wife; 

If your wife bears a child “late in the day”, 
around age 40-42 for example, option 2-4 is prob- 
ably the best bet for you. The cost of this option 
is only a fraction of the cost of 1-4 or 3-4, and, 
at the same time, a correspondingly higher benefit 
is payable to the widow on behalf of the child 
until the latter reaches age 18. At this time the 
widow is 58 or 60 and will be eligible for Social 
Security survivors benefits in her own right at 
age 62. The 2-4 year hiatus may be coveted by 
an appropriate settlement option in one of your 
life insurance policies. 

It is the opinion of the writer that option 4 should 
be added as a rider to any selection the service- 
man makes. The increased cost is so little that it 
should be taken in nearly every case. 


It is emphasized again that the suggestions 
set out in the paragraph above are for general 
guidance only. To be of any value to you, the 
Contingency Option Act—like a pair of shoes— 
must fit you. Get the facts as they apply to you 
before you decide what to do. 


CAPTAIN PAUL F. BORDEN, USN* 


(b) 
(c) 


(d 


— 


(e) 





*Captain Borden is the director of the Naval Reserve and the 
Legal Assistance Division of the Office of the Judge Advocate Gen- 
eral. A frequent lecturer on estate planning for naval personnel, 
among Captain Borden’s assignments have been Fleet Benefits and 
Insurance Officer for the U.S. Atlantic Fleet and the U.S. Pacific 
Fleet; Insurance and Benefits Officer at the Amphibious Base, Little 
Creek, and at the U.S. Naval Academy. He is a member of the bar 
of the District of Columbia and the American Bar Association. 
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(Continued from page 18) 
“The immediate commanding officer of the accused will 
when necessary include with the appeal a copy of the 
record in the case.” 

By paragraph 135(b), “the record” is given some 
definition. Certain factual data concerning the offense 
and the accused make up the “record” as well as “any 
remarks or additional data desired.” 

It has recently come to the attention of the Judge 
Advocate General that there is some belief in the fleet 
that the officer who imposed the punishment from which 
the appeal was taken could not make specific comment 
in rebuttal to the letter of appeal in his forwarding 
endorsement. That is, there is some belief that he 
must merely forward the record without embellishing 
comment. This is not so. 

For the formalist, the phrase above quoted “any re- 
marks or additional data desired” would certainly in- 
clude any comment which would be of assistance to the 
superior in arriving at a fair and just treatment of the 
appeal. So, just as the person punished must spell 
out for the consideration of the appellate authority his 
reasons for his assertion that the punishment is unjust 
or disproportionate, the officer through whom the appeal 
is taken should likewise make relevant comment. To 
prohibit him from so doing would be to deny information 
to the superior which could be used in making an 
intelligent appraisal of the offense and the accused 
vis-a-vis the punishment. 

Paragraph 133b of the Manual requires that the 
mast hearing be impartial. It therefore follows that 
the commanding officer’s comments in forwarding an 
appeal should be impartial. Therefore the command- 
ing officer should avoid undue subjective appraisal of 
the person punished which when added up says only, 
“I believe Jones is a bum.” It is manifest that the 
superior may expect that the commanding officer believed 
the punishment to be fair and just at the time awarded. 
What the superior needs at the time of the appeal are 
details which would help him to decide whether he 
agrees. These could include all factors reasonably 
reflecting upon the state of discipline in the command. 
Some of these factors would be: incidence of recent 
petty offenses; indications of breakdown in discipline 
because of, for example, lack of respect for petty offi- 
cers; general morale of crew; the past record of the 
individual punished; the expected beneficial results 
from the punishment imposed, etc. 

The commanding officer should not view the appeal 
as a personal struggle between him and the party 
appealing. If he does so, such a feeling will likely 
creep into his remarks and ultimately reflect upon the 
fairness of the punishment given. Furthermore, the 
superior to whom the appeal is taken is concerned with 
the discipline, morale and effectiveness of his entire 
command rather than with an individual subordinate 
command. As such he is interested in a certain amount 
of uniformity of punishment and this alone will, on 
occasion, motivate the granting of an appeal. There- 


(Continued on page 30) 
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CONTINGENCY OPTION ACT OF 1953 


A Commentary 
BY LT HARRY L. MEAD, USNR* 


EFORE THE ENACTMENT of the Con- 
tingency Option Act,' the widow of a retired 
member who died after retirement had 

very little to look forward to in the nature of 
compensation from the Government. Such 
benefits depended on the war of which the de- 
ceased retiree was a veteran, whether or not he 
had a wartime or peacetime service-connected 
disability, and, in some cases, the amount of out- 
side income which the widow was receiving. 
For example, the widow of a retired member 
could have received but forty-eight dollars per 
month if her husband had a wartime disability 
not the cause of his death, and then only if her 
income were less than $1400 a year. In the 
more typical case, the widow of a World War 
II veteran with no disability would receive no 
pension at all. Thus, a widow of a retired mem- 
ber in many cases would be hard-put to make 
ends meet after death had terminated her hus- 
band’s retired pay. 

The interesting aspect of the Contingency 
Option Act is that it is not something for 
nothing, but is an actuarily sound plan, or one 
designed to be so. What it amounts to in princi- 
ple is that the retired member elects to take a 
reduced portion of his retired or retainer pay in 
order to provide an annuity for his designated 
beneficiaries, thereby spreading his retired pay 
over a longer period of time. Actuarial tables 
have been prepared for the administration of the 
Act into which the variable factors of age may 
be inserted, so that the exact amount of the re- 
duction of the retired pay may be derived. 
These tables are of course calculated with the 
expressed aim of long-run, overall equality be- 
tween the reduction in retired pay and the bene- 
fits to be disbursed. In individual cases it is easy 





*Lieutenant Harry L. Mead, USNR is presently assigned to the Legis- 
lative Comment Branch of the Administrative Law Division in the 
Office of the Judge Advocate General. He received the B.A. degree 
from the Harvard College and the LL.B. degree from the Harvard 
Law School. Admitted to the Florida Bar in 1958 Lieutenant Mead 
is a member of the Federal and American Bar Asscciations, and the 
Navy Marine Corps Junior Bar Association. 

1. 10 USC Chap. 73. Although the Contingency Option Act was 
repealed upon its codification in Title 10, it will be referred to 
by its popular name. 

2. Hearings, House Armed Services Committee, 83rd Cong., 1st Sess. 
on H.R. 5304, pp. 850, 851. 
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to imagine instances in which the reduction will 
be much less than his beneficiaries will receive, 
as in the case of a member retired for physical 
disability and dying shortly thereafter. Pro- 
posed legislation attempts to mitigate the effect 
of such cases. 

Generally speaking, all members of the 
Armed Forces may make an election under the 
Act prior to completing 18 years of service 
creditable in the computation of basic pay, ex- 
cept those on a retired list, members of the Re- 
tired Reserve, Reserves on an inactive status 
list, and cadets and midshipmen.* Thereafter 
a member may change or revoke the election, 
but that change or revocation will be invalid 
if the member is retired or becomes entitled to 
retired or retainer pay within five years of the 
date of that change or revocation, except as 
later explained. The effect of this provision of 
law is that the member is bound by the last elec- 
tion he makes prior to five years from the date 
of retirement, and he may not thereafter escape 
his contract.* The purpose here is to prevent 
adverse selection, that is, the abandonment by 
a member of an option which has become less 
favorable to him in the light of the passage of 
time, or the choosing of an option which has be- 
come very advantageous to him. An example 
of adverse selection would be to permit a mem- 
ber to revoke an option for a wife whose life ex- 
pectancy has been substantially shortened by 
the advent of a serious disease within the five- 
year period. Without the five-year period, dur- 
ing which no election of an option may be 
changed or revoked, the reduction factor pre- 
miums or amounts deducted from retired pay 
would of necessity be substantially higher in 
order to prevent a loss to the program. 

ANY ACTIVE MEMBER with less than 18 
years of service who is retired for physical dis- 
ability and awarded retired pay after the date 
of the Act may at the time of retirement and not 
later than the time he selects the method of com- 





3. 10 USC 1431(a). NOTE: Submission of an election form (NAV- 
PERS 591) is not desired from personnel with less than 17 years’ 
service for basic pay purposes, according to para. 5b of BUPER- 
SINST 1750.1C. 

4. 10 USC 1431(c). 
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putation of his retired pay, make an election un- 
der the Act.’ Thus it will be seen that the mem- 
ber prematurely retired for disability with less 
than 18 years of service has some advantage 
over his fellows, in spite of the recently an- 
nounced much higher reduction factors ap- 
plicable to the pay of those such members re- 
tired for disability. He makes his election at 
the time of retirement with full knowledge of 
his physical condition and that of his depend- 
ents, and can choose his option accordingly. 
Proposed legislation ®* would exclude this group 
from the usual coverage of the Act, unless the 
member already had a valid election prior to 
disability retirement. It would set up a special 
program for those members retired for physical 
disability with less than 18 years’ service. Such 
a member could elect, at time of retirement, to 
establish an annuity which will be paid only if 
he dies a nonservice-connected death. If he dies 
a service-connected death, dependency and in- 
demnity compensation would be payable by the 
Veterans’ Administration. Thus the benefici- 
aries of such a member are protected in any 
event. 

Incompetent members may have elections 
made for them by the Secretary of the appro- 
priate Department upon the request of the 
spouse of the member. If the member recovers 
his sanity, he may change or revoke the elec- 
tion if he wishes, but no refunds will be made 
for reductions in retired or retainer pay prior to 
that change or revocation. A sane member may 
not, of course, delegate his power of election un- 
der the Act to an agent.’ 

A member may choose annuities in the 
amounts of one-half, one-quarter, or one-eighth 
of the reduced amount of his retired or retainer 
pay, which is the pay he receives after the re- 
duction to provide for the annuities. Properly 
said, there are three options: the first is for the 
sole benefit of the surviving spouse until her 
death or remarriage; the second is for the sur- 
viving children in equal shares until the last one 
reaches the age of eighteen or marries; * and the 
third is for the widow and then the children 
after her death or remarriage. The fourth op- 
tion is really a proviso which may be attached 
to each of the other three, which states that no 





5. 32 CFR 48.203(c); BUPERSINST 1750.IC of 7 September 1960. 
para. 4(e)(1) (Contingency Option Act regulations were in 32 
CFR Part 46 prior to 31 December 1960). 

6. The proposal is DOD 87-39 of the 1961 Legislative Program of 

the Department of Defense. 

. 35 COMP. GEN. 397, 1956. 

. Children over 18 may remain eligible for an annuity if incapable 

of self-support due to physical or mental disability existing prior 
to that age, 10 USC 1435(2). 
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reductions shall be made in a member’s retired 
pay after no eligible beneficiaries remain under 
the option he has chosen. The higher reduction 
for adding option four to one of the other op- 
tions is merely insurance against the death of 
the named beneficiaries after retirement but 
before the death of the member. If all the 
eligible beneficiaries under the chosen option 
die before the member is retired, no reduction 
in retired pay will be made even without the 
election of option four.® The reduction in the 
retired pay is always calculated as of the time 
the member becomes eligible for retired pay, 
and therefore, no reduction could be computed 
if there were no living beneficiaries. For the 
same reason, no member can be absolutely sure 
what the reduction factor to be applied to his 
retired pay will be. In order to use the reduc- 
tion factor tables, he must always assume the 
date of his retirement and that he will have cer- 
tain eligible beneficiaries living at the time of 
retirement. 

OPTIONS ONE AND TWO may be combined 
with each other and then option four may be 
added to them both, provided that the combined 
amount of the annuities does not exceed one-half 
of the reduced retired or retainer pay. The 
combination of options one and two provides 
protection somewhat similar to that of option 
three alone, but at a lower cost because the total 
annuities to be paid will likely be smaller in 
amount. The combination of one and two may 
be desirable where the widow and dependent 
children are living in different households. The 
combination of options one and two, or option 
two alone, may be indicated where a dependent 
child is permanently mentally incompetent or 
physically incapacitated. Such a child could 
remain eligible to receive the annuity even after 
he or she becomes eighteen if the disability ex- 
isted prior to that age. Marriage, death or 
removal of disability would terminate eligibility. 

Just as the reduction factor to be applied to 
the member’s retired pay is calculated as of the 
date of his retirement, only those dependent 
beneficiaries eligible at the time of retirement 
will ever be eligible to receive the annuities. 
Only a member’s legal wife, his legitimate or 
adopted children, and dependent stepchildren 
at the time of retirement are eligible. A spouse 
or dependents acquired after retirement are not 
eligible. Neither are any other relatives of the 
member eligible, such as dependent parents. 
However, a member may change the named 
beneficiaries within an elected option up until 





9. 32 CFR 48.401(b). 
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the time of retirement, provided that the op- 
tions themselves are not changed.’° 

Annuities are paid on a monthly basis, and 
are neither assignable nor subject to attach- 
ment, execution, levy, garnishment or other le- 
gal process except as otherwise provided by Fed- 
eral law. The amounts receivable as annuities 
may not therefore be reached while in the pos- 
session of the Government, except for Federal 
tax purposes, but only after they are received 
in the hands of the beneficiary. 

Since the effective date of Public Law 86-211 
on 1 July 1960, the annuity payments have been 
considered income under the laws granting pen- 
sions to widows and children of veterans for 
non-service connected disability or death. In 
cases in which the veteran does not die as a re- 
sult of his service-connected disability, a pension 
will not be paid to a childless widow if her in- 
come exceeds $1800, or to a widow with children 
with an annual income of more than $3000.” 
Additionally, the higher the widows income, the 
lower the pension from the Veterans’ Adminis- 
tration in such cases. Thus, the annuity pay- 
ments are treated just like any other income in 
determining the widow’s pension for non-service 
connected disability or death under Chapter 15 
of Title 38, U.S. Code. No such income limita- 
tions serve to reduce dependency and indemnity 
compensation paid to widows and children for 
the service-connected death of a veteran under 
Chapter 13 of Title 38. 

IF A MEMBER has elected an option under 
this Act, and after retirement becomes tem- 
porarily ineligible to receive retired pay be- 
cause, for example, of a waiver of such pay in 
order to receive a pension from the Veterans’ 
Administration, the provisions of the Dual Com- 
pensation Act, or recall to active duty, he must 
pay the Treasury the amount by which his re- 
tired pay would be reduced if he were receiving 
such pay.’* If his payments are not continued, 
his surviving beneficiaries will not be eligible 
for the annuity until the arrears have been paid 
with interest.1* But if a member should become 
permanently ineligible to receive retired pay 
due to the removal of his name from the tem- 
porary disability retired list for any other rea- 
son than permanent retirement, his election is, 
as it were, cancelled.*> The member would then 
receive a refund in the amount of the difference 
between the sum of his contributions to the 
program and the cost of an amount of term 





10. 32 CFR 48.301(a). 

11. 10 USC 1441. See 38 USC 521 note. 

12. 38 USC 541. 

13. 32 CFR 48.403; BUPERSINST 1750. IC, para. 40. 
14. 32 CFR 48.403(d) ; BUPERSINST 1750.IC, para. 40. 
15. 32 CFR 48.405(a); BUPERSINST 1750.IC, para. 4i. 





insurance equal to the protection provided his 
dependents while he was on the temporary dis- 
ability retired list. If such a member is recalled 
to active duty upon removal from the temporary 
disability retired list, he may either continue the 
election as previously made or modify or revoke 
it if otherwise entitled to do so.*® 

As explained in the companion article by 
Rolfson and Hawk in this issue, the tax benefits 
available in other “self-and-survivor” plans are 
not available to the retired members who make 
an election under the Act, and their benefici- 
aries. Thus a member’s gross income from re- 
tired pay is not reduced by his election.?7 Mem- 
bers retired for physical disability may, under 
the provisions of section 105(d) of the Internal 
Revenue Code, exclude, as “sick pay”, up to one 
hundred dollars per week of their retired pay 
not otherwise excluded on the basis of percent- 
age of disability under section 104(a) (4) of the 
Code until they reach “retirement age”, which 
would be age 62 or the date on which they would 
have completed forty years of active service, 
whichever is earlier, in the case of male com- 
missioned officers.12 However, this tax-free 
status of disability retired pay is not preserved 
insofar as the portion shared with the mem- 
ber’s surviving dependents under the Contin- 
gency Option Act is concerned. These annuities 
are therefore taxed when received by the sur- 
vivors in accordance with the exclusion ratio 
provided by section 72(b) of the Internal Reve- 
nue Code.*® The excludable amount of each pay- 
ment is computed by dividing the investment 
in the contract (sum of the reductions in the 
member’s retired pay) by the expected return 
over the life of the annuitant (calculated from 
the tables in the income tax regulations) and 
then multiplying this exclusion ratio by each 
payment received. At the present time the 
value of the annuity at the member’s death is 
included in his gross estate for Federal estate 
tax purposes. This is not a Federal estate tax 
problem or disadvantage in most cases, because 
of the $60,000 exemption provided by section 
2052 of the Code and the estate tax marital de- 
duction of section 2056. Thereby, a man may 
leave an estate of approximately $120,000 to his 
spouse without the payment of any Federal 
estate tax. However, in states which follow the 
Federal estate tax treatment of uniformed serv- 
ice annuities, a member’s estate may be subject 
to state inheritance taxes. Many believe that 





16. 32 CFR 48.405(b); BUPERSINST 1750.IC, para. 4i. 

17. BUPERSINST 1750.IC, para. 4m. 

18. FEDERAL INCOME TAX INFORMATION FOR SERVICE PER- 
SONNEL, 1961 Ed., NAVEXOS P-1983, sec. 19(n)(2). 

19. NAVEXOS P-1983, sec. 20(d). 
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the Contingency Option Act program should be 
accorded the favorable tax treatment afforded 
pension plans which qualify under section 401 
of the Internal Revenue Code (26 U.S.C. 401), 
thereby making the program considerably more 
attractive. If it qualifies under section 401 as 
an employees’ trust the entire value at death 
would be excluded from the gross estate under 
provisions of section 2039(c) of the Internal 
Revenue Code. 

A RECENT JAG JOURNAL article *° con- 
sidered the effect of the “Hump” Law (P.L. 
86-155; 10 U.S.C. 5701 note) on Contingency 
Option Act elections. It was there explained 
that revocation of an election under Contin- 
gency Option is effective if made at any time 
before involuntary retirement under “Hump”. 
However, a change of election would not be ef- 
fective unless the officer concerned could have 
served the requisite five-year period*: after 
the change if he had been retired under per- 
manent involuntary retirement law, even 
though earlier retired under “Hump.” # These 
rules have been slightly modified by “White 
Charger’’,,”* approved on 12 July 1960. This law 
amends the “Hump” Law to provide that, in 
spite of the provisions of the Contingency Op- 
tion Act concerning changes and revocations, 
both a change or revocation of election is effec- 
tive when made by an officer retired under 
“Hump” or an officer who retires voluntarily 
after being selected for non-continuation under 
“Hump”, if made at such a time that it would 
have been effective had he been retired under 
permanent involuntary retirement law. The 
effect of this amendment is to provide uniform 
treatment for changes and revocations of elec- 
tion, and to extend the beneficial provisions of 
section 3 of “Hump” to those voluntarily re- 
tired after selection for non-continuation as well 
as to those actually “Humped”. Section 13 of 
“White Charger” grants retired officers in the 
former category six months from the date of en- 
actment of that Act to affirm, or make effective, 
a change or revocation of election made before 
retirement if it would have been effective under 
section 3 of “Hump” but for the voluntary re- 
tirement. This is, of course, a retroactive ap- 
plication of the broader coverage of amended 
section 3 of “Hump” to those retired voluntarily 
after not being selected for continuation. 

The first question which anyone will ask about 
the Contingency Option Act is, “how much will 





20. Lynch, The Hump Law, JAG JOURNAL, May 1960, p. 11. 
21. 10 USC 1431(c). 

22. P.L. 86-155, sec. 3, 10 USC 5701 note. 

23. P.L. 86-616. 

24. Sec. 12. 
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it cost?” Abridged percentage reduction tables ~ 


are available in convenient form in NAVPERS 
15867, which includes tables for both physical 


disability and non-physical disability retire- | 


ment, and for all options except option three. 
The latter may be derived mathmatically with 
a maximum error of 114% of gross retired pay. 
The unabridged percentage reduction tables 
are available through your personnel officer. 
Information as to the member’s age, the age 
difference of the two spouses, and the age of 
the youngest child, as appropriate, is applied in 
reading the tables. All information is applicable 
as of the date of retirement, since the reduction 
factor is computed as of that time. The tables 
will yield a four digit number, which, when pref- 
aced by a decimal point and multiplied by the 
member’s gross monthly retired pay, will give 
the amount to be subtracted from gross retired 
pay to get the reduced retired pay. The annuity 
payable to each class of dependents will be one- 
eighth, one-quarter, or one-half of this reduced 
retired pay, as appropriate. No matter how 
slight the physical disability, retirement there- 
for with less than 20 years service involves a 
materially greater reduction in retired pay. For 
this reason, a member with a slight disability 
which has no effect on his life expectancy, might 
think twice about electing an annuity. 

NEW PERCENTAGE COST tables are soon 
to be promulgated, according to BUPERS NO- 
TICE 1750 of 25 November 1960. Under these 
revised tables all retired members will be di- 
vided into three groups. The first will consist 
of all members retiring after 1960 with over 20 
years of service, regardless of the cause of re- 
tirement. Only slightly higher reduction fac- 
tors than in the present nondisability tables 
will apply. The second group will consist of 
disability retirees with less than 20, but over 
17 years of service. The rates are only slightly 
‘less favorable that in the present disability 
table. The third group consists of members 
who are retired for disability after 1960 with 
less than 17 years of service and who have not 
made an election prior to 1961. The present 
disability tables will apply to such members 
electing prior to 1961 and retiring prior to 1966. 
Reduction factors are appreciably higher for 
this third group, in which adverse selection has 
taken place since such members are not re- 
quired to elect in advance. These revised tables, 
of course, result from an attempt to keep the 
cost of participation in the program in propor- 
tion to the benefits received, short of legislation. 

(Continued on page 31) 
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THE TAX IMPACT OF THE CONTINGENCY 


OPTION ACT 


By JALMER ROLFSON, ESQ.* 


and 


LT (jg) ROBERT J. HAWK, SC, USNR ** 


HERE ARE MANY facets and intricate 

phases to retirement programs being offered 

to members of the Armed Forces. This article 
is written, not with the intent of enlightening 
members on all of the problems which might be 
encountered upon their retirement, but to give 
a detailed analysis of only one problem involved 
after retirement—Federal taxation of the re- 
tired pay and survivor annuity where a member 
elected to receive a reduced amount of retire- 
ment pay under the Uniformed Services Contin- 
gency Option Act of 1953, now incorporated in 
Title 10, Chapter 73, of the United States Code. 
For a commentary dealing with the broad 
features of Contingency Option Act the reader 
is referred to Lieutenant Mead’s companion 
article in this issue of the Journal. 

The instant article is broadly broken into 
two parts. PART I presents in the main de- 
scriptive materials for demonstrating to the 
reader the computation of his federal taxes 
under varying conditions of retirement. PART 
II compares the nature of the tax treatment of 
the Uniformed Services retirement and survivor 
plan to the commercial and Civil Service plans. 


PART I 

ON 25 NOVEMBER 1960 the Bureau of 
Naval Personnel advised in BUPERS NOTICE 
1750 that tables of percentage reduction in re- 
tired pay to provide Uniformed Services an- 
nuities were being revised. In brief, the general 
effects on three groups of personnel are as fol- 
lows. Group One: members with 20 or more 
years of service who retire after 1960 on ac- 
count of physical disability will realize a sub- 





*Mr. Jalmer Rolfson is the Head of the Income Tax Branch of the 
Office of the Judge Advocate General. He received his LL.B. 
from the George Washington University in 1957 and is a member 
of the Bar of the District of Columbia. Mr. Rolfson also holds the 
B.C.S. and the M.C.S. degrees in Accounting and has a wide and 
varied experience in the Federal and State tax field. He is a Com- 
mander in the Naval Reserve. 

**Lieutenant (jg) Robert J. Hawk, SC, USNR, is presently assigned 
to the Income Tax Branch of the Office of the Judge Advocate Gen- 
eral. He received the B.S. degree from the University of Tennessee 
in 1957 and graduated from the Navy Supply Corps School in 1958. 
Lieutenant Hawk has served as supply and disbursing officer aboard 
the USS INVESTIGATOR. 


stantial saving. The reduction factors for them 
will be the same as the new factors for nondis- 
ability retirement, which in turn will be slightly 
higher, about 14 of 1 percent on an average, 
over the old nondisability factors. Thus, the 
Federal income tax savings attributable to dis- 
ability retirement will not be offset by larger 
reductions in retired pay. These new rates will 
not apply to those members who retired before 
1961 and were subject to the previous higher 
reduction factors for physical disability. 

A second group, which consists of members 
who retire on account of physical disability 
after completing 17 but less than 20 years of 
service, wili be subject to new reduction factors 
which are on the average less than 14 of 1 per- 
cent higher than the old factors. A savings 
provision preserves the old factors to those who 
made an election before 1961 and who retire 
after 1960 and before 1966 on account of phys- 
ical disability and with less than 17 years of 
service. 

A third group consists of members who re- 
tire after 1960 on account of physical disability 
and with less than 17 years of service. Unless 
they had made an election prior to 1961, they 
will be subject to appreciably higher reduction 
factors if they thereafter elect to participate. 
The old physical disability factors, however, 
are applicable to those members who made an 
election prior to 1961. 

The following selected reduction factors for 
members who elect options 1 and 4 to provide 
a 14 annuity for their surviving widows two 
years younger, and who retire after 1960 with 
20 years or more of service, will give you an 
idea as to how the new factors may effect your 
election: 


AGE OLD FACTORS NEW FACTORS 
Nondisability Disability 
40 . 0825 . 1414 . 0849 
45 . 0994 . 1588 . 1028 
50 . 1180 . 1800 . 1224 
55 . 1375 . 2058 . 1429 
60 . 1582 . 2361 . 1652 
63 . 1719 . 2564 . 1800 
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A complete table of reduction factors is being 
distributed by the Bureau of Naval Personnel. 

THE FEDERAL TAX impact upon reduced 
retired pay, gross estates, and annuities under 
current rulings is illustrated in the following 
examples and paragraphs. First consider the 
situation which existed in 1960 for members 
who retired under the old reduction factors: 
Navy Captain A, age 64 on 1 January 1960, with a spouse 
two years younger, was retired at age 63 on 1 January 
1959 with no disability after 29 years service. A has 
no dependents and receives interest income of $1,000 
annually. Captain B, in identical circumstances, re- 
tired with 30% disability. Both Captains have selected 
Options 1 and 4 for 4 annuity. The retirement pay for 
each, computed at 72!,% < $985.00 per month is $714.13 
per month or $8,569.56 per year. 
A—Non- 


B—30% 
disability Disability 
$985.00 a. Base Pay per Month_______-_ $985. 00 
$714.13 b. Retired Pay per Month_____- $714.13 
-1719 c. Reduction Factor _________- -2564 
—122.76 d. ‘‘Reduction’’ (b.Xc.)_...__-- — 183. 10 
$591.37 e. Reduced Retired Pay (b.—d.)_ $531. 03 
$295.69 f. Annuity (1/2 e.)_......._____ $265. 52 
$2.41 g. Annuity Yield per $1 Reduc- 


Gem G06)... cn cne $1. 45 

Several items may interest you when compar- 
ing the above figures. The factor for disability 
retirement is approximately 4914 per cent 
higher than for nondisability retirement, which 
lends itself to a greater monthly reduction in 
both retired pay and survivorship benefits. 
Also note that the dollar yield per dollar of 
reduction in nondisability retirement pay is 
66% higher than for disability retirement 
($2.41 —1.45=$.96=1.45=66%). 

From the figures thus far presented it appears 
that member A, with no disability, has a sub- 
stantial financial advantage over disabled mem- 
ber B. Before such a conclusion can be accepted, 
further aspects must first be analyzed. The 
Federal income tax liability, under current laws, 
may cast additional light upon this hazy subject 
as follows: 


A—Non- B—30% 
__ disability Disability 
$8, 569.56 Annual Retired Pay________ $8, 569. 56 
—0-— Less: Disability exclusion — 3, 546. 00 
(30% of $11,820 annual 
basic pay) 
$8,569.56 Gross Income from Retired $5, 023. 56 
Pay. 
+1, 000.00 Interest Income__________- +1, 000. 00 
$9, 569.56 Adjusted Gross Income_ _-_-_ $6, 023. 56 
—956.96 Standard Deduction_--__-__- — 602. 36 
SaGee ee Meier... ............. $5, 421. 20 
—1, 200.00 Exemptions (2)_...._.____-. —1, 200. 00 
$7,412.60 Taxable Income__________- $4, 221. 20 
$1,310.77 Tax less Retirement Income $608. 66 


Credit. 
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Let’s see how much of the total income of 
members A and B may be retained after Fed- 
eral income taxes and the reduction in retired 
pay: 


A—Non- B—30% 
disability Disability 
$9, 569.56 Retired Pay plus Interest $9, 569. 56 
—1,310.77 Less: Federal Income Taxes — 608. 66 
$8, 2568.79 Remainder...............- $8, 960. 90 
—1,473.12 Less: Annuity Reduction___ — 2, 197. 20 
$6, 785.67 Available to spend_______~.- $6, 763. 70 


The above points out an important aspect of 
disability retirement. Even though B may ex- 
clude $3,546.00 per year from gross income on 
account of 30% disability, the reduction in his 
retired pay to provide an annuity is $724.08 
more annually than for nondisability retirement. 
Asa result B’s “spendable” income is $21.97 less 
than if not retired for disability. 


SO MUCH FOR A and B in 1960 at age 64, but 
let us see what the difference was for 1959 when 
B was entitled to a “sick pay” exclusion. Since 
B was not employed by the Federal Government 
and had not reached “retirement age” of 40 
years or age 64 for a commissioned officer of 
his rank who retired after reaching age 62, he 
was entitled to a “sick pay” exclusion under sec- 
tion 105(d) of the Internal Revenue Code of 
1954 of up to $100 per week of the portion of 
his retired pay which exceeds the $3,546.00, ex- 
cluded for 30% disability. Thus, B was able 
to exclude an additional $5,023.56 as “sick pay” 
which resulted in a total exclusion of his dis- 
ability retired pay, and his Federal income tax 
was zero, computed as follows: 


ee eee $8, 569. 56 
Less: Exclusion for 30% Disability_________ — 3, 546. 00 

Sick Pay Exclusion.........._..._-- — 5, 023. 56 
Gross Income From Retired Pay_________- _- 0 
EE TTT $1, 000. 00 
Adjusted Gross Income______-_____ .-__---- $1, 000. 00 
‘Ten Gk Fee Taeee. ........ 2c. 0 


Captain B, before reaching “retirement age,” 
computed his “spendable” income for 1959 as 
shown below: 


Retired Pay plus Interest Received______-__- $9, 569. 56 
Less: Federal Income Taxes___________.__- 0 
i da a re $9, 569. 56 
Less: Annuity Reduction___.______________-_ — 2,197. 20 
Se ae eee ee $7, 372. 36 
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Notice that member A’s annual “spendable” 
income remained constant at $6,785.67 while 
member B enjoyed an advantage of $586.69. 

If A and B had retired at age 63 after 1960 
the reduction factor, reduced retired pay, and 
annuity would be the same for each member as 
follows: 


$985. 00 


a. Base Pay per Month___---_----_- 
b. Retired Pay per Month__------_ 714.13 
e. Reduction Pactor................. . 1800 
@. Remeetees. (0. XE.) ..ncncnne —128. 54 
e. Reduced Retired Pay (b.-d.)_--. 585.59 
5, BE Cr Ob eieccsctcctanenas 292. 80 
g. Annuity Yield per $1 Reduction 

TRE MED | -icscneasiebantaeahonaniddaaninists 2.28 


Their Federal income taxes, at current rates, 
remain the same—$1,310.77 for A, $0 for B 
during the period while entitled to a “sick pay” 
exclusion and $608.66 thereafter. The mone- 
tary benefit to B over A is equal to his income 
tax savings. 

The comparisons given thus far have inten- 
tionally avoided one of the most questioned as- 
pects of taxation under the subject Act—-what 
comprises reportable gross income, statutory 
retired pay or the reduced amount thereof? 
That is, why do the illustrations include the dif- 
ference between statutory retired pay and the 
reduced amount thereof in gross income? In 
Civil Service and commercial retirement annui- 
ties which qualify as employees’ pension trusts 
under section 401 of the Internal Revenue Code 
of 1954, only the reduced amount would be in- 
cludible in gross income. However, the Internal 
Revenue Service has held in Revenue Ruling 54— 
144, C.B. 1954-1, 15, that the amount by which 
Uniformed Services retired pay is reduced in 
order to provide an annuity for eligible sur- 
vivors does not constitute an allowable deduc- 
tion from gross income for Federal income tax 
purposes. The reasoning is that the awarded 
retired pay is includible in gross income because 
the difference in amount between awarded re- 
tired pay and reduced retired pay constitutes 
a premium paid for the purchase of an annuity. 


PART II 


MANY READERS MAY believe that the tax 
consequences resulting from making an election 
should be re-evaluated to compare the income 
and estate tax treatment of payments made un- 


der the Uniformed Services retirement and sur- 
vivorship plan to that of Civil Service and com- 
mercial plans. For example, suppose in the 
computation for B at age 64, the taxable and 
nontaxable retired pay were reduced propor- 
tionately, and only the reduced amount were in- 
cludible in gross income. Then B would include 
only $3,735.56 in gross income, instead of 
$5,023.56, as shown in the following calculation: 














Excluded | Taxable 

Column 1| for 30% |Remainder 
Disability 

100% 41.38% 58.62% 

of Col. 1 | of Col. 1 
Awarded Retired Pay_| $8, 569. 56) $3, 546. 00) $5, 023. 56 
COA ‘‘Reduction’’_ __|— 2, 197. 20} —909. 20|—1, 288. 00 
Reduced Retired Pay_| $6, 372. 36/$2, 636. 80 | $3, 735. 56 
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Note that of B’s statutory retired pay of 
$8,569.56, only $5,023.56, or 58.62%, is includi- 
ble in gross income after the exclusion attrib- 
utable to 30% disability. If the C.0.A. reduc- 
tion is to be apportioned to the nondisability 
and disability portions of his retired pay in the 
ratio that they bear to each other, then 
$1,288.00, or 58.62% of the $2,197.20 reduction 
would further reduce B’s taxable retired pay to 
$3,735.56. A’s taxable retired pay would be 
$7,096.44 after reducing his statutory retired 
pay of $8,569.56 by $1,473.12, and the Federal 
income tax computations for A and B would be: 


A—Non- B—30% 
disability Disability 
$7,096.44 Gross Income from Retired $3, 735. 56 
Pay. 
+1,000.00 Interest Income____-_------ +1, 000. 00 
$8, 096.44 Adjusted Gross Income- ---- $4, 735. 56 
— 809.64 Standard Deduction ---_-_-_-_- — 473. 56 
$7, 286.80 Remainder____________- ___ $4, 262. 00 
—1, 200.00 Exemptions (2)_.-.-____---- —1, 200. 00 
$6, 086.80 Taxable Income______-_-_-- $3, 062. 00 
$1,019.10 Tax less Retirement Income $372. 40 


Credit. 


Each would have more of his retired pay 
available to spend during his lifetime as follows: 
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A—Non- B—30% 
disability Disability 
$7,096.44 Reduced Retired Pay __--- $6, 372. 36 
+1,000.00 Plus: Interest_......_ _-- +1, 000. 00 
a ee ee $7, 372. 36 
—1,019.10 Less: Federal Income Taxes. — 372.40 
$7,077.34 Available to Spend_-_____-- $6, 999. 96 


Thus A would have $291.67 more to spend per 
year, and B would have $236.26, if only the re- 
duced amounts of retired pay were required to 
be reported as under Civil Service and commer- 
cial plans. 


WHILE THEY HAVE not prevailed with the 
Internal Revenue Service, there are strong argu- 
ments in favor of requiring only the reduced 
amount of retired pay to be reported. These are 
set forth below in the hope that they will prevail 
by either future judicial interpretation or legis- 
lative revision of the Contingency Option Act. 
In the case of Charles L. Jones and Ersie C. 
Jones V. Commissioner of Internal Revenue (2 
T.C. 924 (1943) ) the court did not hold for the 
Commissioner who had concluded, on the pre- 
mise that Jones’ own annuity was compensation 
for services rendered, that Jones was taxable 
upon the portion which is currently used to pur- 
chase an annuity for Jones’ wife. Instead, the 
court rendered its decision on the premise that 
amounts by which an employee retirement an- 
nuity are reduced to provide a survivor annuity 
are not includible in the retired employee’s 
gross income. 

A recent decision gives us a clue as to the 
present thinking of the courts in situations 
where an employee has entered into a contract 
to provide retirement remuneration for himself 
and/or his widow. In George W. Drysdale and 
Jeanette Drysdale v. the Commissioner of In- 
ternal Revenue (277 F. 2d 413, C.A. 6th (1960) ) 
decided by the Sixth Circuit Court on April 20, 
1960, the court held that payments made to a 
trustee under a contract negotiated at arm’s 
length did not result in constructive receipt of 
income for the reason that the taxpayer did 
not have any right to immediate possession or 
enjoyment. This theory would seem to make a 
stronger case for a tax change under the uni- 
formed services “retirement-and-annuity” sys- 
tem since there is no payment of funds over to a 
trustee for eventual payment to the retired mem- 
ber which would defend a position of construc- 
tive receipt. 
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Additional support may be gained from the 
statement of the Chairman of the United States 
Civil Service Commission in a letter to the 
Chairman, Committee on Armed Forces 
[Senate] dated July 13, 1953: 


Under the terms of the Civil Service Retirement 
Act a retiring employee may elect a reduced annuity 
with a continuing benefit to his surviving spouse. No 
reason is apparent why the proposal as suggested 
should not be extended to the military. 


Prior to this statement the Comptroller Gen- 
eral of the United States in a recommendation 
contained in a letter to the Chairman, Committee 
on Armed Services [Senate] dated July 8, 1953 
said: 

As indicated in the committee print, the purpose 
of the bill is to establish a plan whereby officers and 
enlisted personnel of the Regular and Reserve com- 
ponents of the uniformed services may elect to receive, 
upon entering a retired status, a reduced amount of 
their retired pay during their lifetime in order to 
provide annuities for their surviving widows and chil- 
dren. It thus would provide for uniformed services 
personnel substantially similar benefits in that respect 
to those now provided for Federal civilian employees 
by the Civil Service Retirement Act of May 29, 1930, 
as amended. 


It would appear from the above implications 
that persons electing retirement in the two pro- 
grams under consideration are entitled to simi- 
lar tax benefits. This is not the case at present. 
A civil service employee, in providing an annuity 
for qualified survivors, need include in gross in- 
come only the “amount received” (his elected 
reduced annuity) , subject to recovery of his cost. 
A member of the Armed Forces must include all 
retired pay as gross income, to the extent not 
excludable for disability under sections 104(a) 
(4) and 105(d) of the Internal Revenue Code 
of 1954. Yet the annuities in both cases are pro- 
vided by elections of the person to receive re- 
duced retirement income. 

In the event the retired member survives his 
spouse or child, the prior reductions in his re- 
tired pay are forfeited (except upon removal 
from the temporary disability retirement list for 
reasons other than retirement) even though the 
retired member has had to include them in gross 
income (to the extent not otherwise excluded). 
Some members may find it necessary to include 
the reductions in gross income for years after 
the time when they have no eligible beneficiaries. 
This treatment is not consistent with the equit- 
able taxability of Civil Service employee annui- 
ties whereby the reductions are forfeited but 
the annuitant need not include them in gross 
income. 
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ESTATE TAX 


WITHOUT GOING INTO the technical as- 
pects of the subject, it is sufficient to say that 
a substantial amount may be included in his 
gross estate, for death tax purposes, on account 
of Contingency Option Act annuities provided 
by the member’s election and reduction in re- 
tired pay. The amount included in the gross 
estate is the lump-sum commuted value of the 
annuity payable for life or a term of years. 

Revenue Ruling 59-254, C.B. 1959-2, 33, held 
that by his election and reduction in retired 
pay the member bears the entire cost of a sur- 
vivor annuity, hence the value of the annuity 
must be included in his gross estate under sec- 
tion 2039 of the Internal Revenue Code. Section 
2039, however, applies in cases where an an- 
nuity is receivable by a beneficiary by reason 
of surviving the decedent and if an annuity or 
other payment was payable to the decedent dur- 
ing his lifetime. 

AN EXEMPTION IS provided by section 
2039(c) of the Internal Revenue Code whereby 
the value of an annuity is excluded from the 
gross estate if receivable under an employees’ 
trust, qualified under section 401(a) of that 
Code, except to the extent attributable to pay- 
ments made by the decedent. Under the theory 
that the Uniformed Services furnish all of the 
consideration, and the member furnishes none, 
for the combined “reduced amount of retired 
pay and continuation annuities” plan, it would 
seem that a survivor annuity would be excluded 
from the gross estate if that retirement plan 
can be held to constitute an employees’ trust. 
The question seems to hinge on whether the 
promise of the sovereign to pay reduced amounts 
of retired pay and survivor annuities in return 
for the election of a member to forfeit his 
awarded retired pay thereby has created an 
employees’ trust. Many students of tax law be- 
lieve that it has. 

What would be the result if the annuities are 
held to constitute amounts payable on death 
under a life insurance policy? Section 2042 of 
the Internal Revenue Code provides that the 
value of insurance paid to a beneficiary is not 
included in the gross estate of a decedent who 
possessed no “incidents of ownership” in the 
policy at the time of his death. This exclusion 
appears to be applicable to Contingency Option 
Act annuities since the retired member has no 
control over the payment; is unable to change 
beneficiaries; and possesses no “incidents of 
ownership” at his death. 





INCOME TAXABILITY OF ANNUITIES° 


At present, Revenue Ruling 59-254, C.B. 
1959-2, 33, provides that uniformed services 
annuities are taxable to the extent and in the 
manner provided in sections 72 (a) and (b) of 
the Internal Revenue Code of 1954 on the pre- 
sumption that the annuity was provided by pre- 
miums paid by the retired members. In plain 
terms, this means that a surviving Contingency 
Option Act annuitant merely deducts “cost” 
(the total amount by which retired pay had been 
reduced) on a percentage basis during the pe- 
riod of payment and includes the remainder in 
gross income. 

A more equitable method would be for the 
retired member and his survivor annuitant to 
each include the taxable amount received in 
gross income. A question arises as to whether, 
in the case of physical disability retirement, the 
disability exclusion under section 104(a) (4) of 
the Internal Revenue Code should carry over 
to the survivor annuitant. Why not? On an 
actuarial basis the amount payable over one life 
as awarded (full amount) retired pay is, under 
the Contingency Option Act, spread over two 
lives in the form of a reduced amount of retired 
pay and a survivor annuity. Why should the 
actuarial equivalent of the physical disability 
exclusion be lost when a member dies? 

If the system for paying “reduced amount of 
retired pay and survivor annuities” should qual- 
ify as an employees’ pension trust under section 
401(a) of the Code, and if reduced retired pay 
and the annuities should be excludable under 
Sec. 104(a) (4) in the proportion that statutory 
retired pay was excludable, each retired mem- 
ber and annuitant would account only for the 
taxable amount actually distributed. Under 
this theory it is conceivable that if B, on account 
of 30% disability, should be required to include 
only 58.62% of his reduced retired pay in gross 
income, his widow likewise would include only 
58.62% of her annuity in gross income. See 
first table under Part II on page 27. 

The annuities are not subject to withholding 
taxes and the annuitants must discharge the in- 
come tax liability attributable to them on their 
final returns or as payments on estimated taxes 
if liable therefor. 


IN CONCLUSION, it appears that in both the 
Armed Forces and Civil Service retirement 
plans a trust relationship can be said to exist in 
the statutory promises of retirement compensa- 
tion in return for creditable service and the 
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promise of annuities to survivors under elections 
by the retired individuals to receive reduced re- 
tired compensation. Due to the many similari- 
ties in the administration of the two retirement- 
survivorship plans by, and solely under the con- 
trol of the employer, the Federal Government 
rather than by an individual trustee, it would 
seem that since the Civil Service plan qualifies as 
an employee’s trust the armed services plan 
should also qualify. There are many technical- 
ities pertaining to trust funds, and trustees to 
hold them, in order to qualify a plan as an em- 
ployees’ trust. However, it is interesting to note 
that the United States Civil Service Retirement 
and Disability Fund appears to have no trustee 
and no trust fund, just an account on the em- 
ployer’s books in the Treasury, classified in Title 
31 of the United States Code, section 725s, as a 
trust fund. 

What would be the picture if the annuities 
should be held to qualify under section 402 (a) 
of the Internal Revenue Code of 1954 as distri- 
butions under an employer’s pension trust de- 
scribed in section 401(a) of that Code? As 
stated heretofore, the retired member and the 
annuitant each would include only the amount 
distributed or made available to them. The 
member would report only the reduced amount 
of his retired pay, and the annuitant need not 
be bothered with the complicated reporting re- 
quired in Schedule E of the Federal income tax 
return. Death taxes could be reduced or elim- 
inated if, as explained in previous paragraphs, 
the “present worth” of survivor annuities can 
be excluded from a deceased member’s gross 
estate. 

But what about the advantage derived from 
excluded disability retired pay? Would it be 
lost? Not necessarily. On an actuarial basis 
the amount of statutory retired pay payable 
over one’s life becomes payable over two lives in 
the form of a reduced amount of retired pay 
and a continuation annuity. Since an amount 
would be excludable by the member why should 
the portion shared with and carried over to his 
survivor not be excluded also? A simple mathe- 
matical computation could allocate the exclusion 
to the annuity in the same ratio that it was ex- 
cluded from retired pay. 

Action has been initiated in several quarters 
to obtain a clarification of the tax implication 
of an election to receive a reduced amount of re- 
tired pay in order to provide a survivor annuity. 
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fore, for the sake of justice and to assist the next supe- 
rior, the officer through whom the appeal is taken should 
not hesitate to put in all relevant comments, as a part 
of the “record,” in his forwarding letter. 


MILITARY PERSONNEL DIVISION 


The following is a list of change of duty or station orders issued 
to all officers transferred to or from the Office of the Judge Advo- 
cate General and to all Navy law specialists regardless of assign- 
ment. The list includes orders issued before 15 December 1960. 


LT Stanley L. Beck, USN, from PHIB BASE, Coronado 
to USRO/Office of the Defense Advisor and 
DEFREPNAMA, Paris. 

LTJG Richard L. Bonello, USNR from SNJ, Newport 
to Portsmouth Naval Shipyard, Portsmouth. 

LCDR Bertram R. Carraway, USN, from NAS, Port 
Lyautey to JAGO. 

LCDR William E. Clemons, USNR, from ComFourteen 
to 3d MarDiv (Reinforced) FMF. 

LT Henry W. Croskey, USNR, from ComEleven to 
COMPHIB Base, Coronado. 

LT Edward D. Duncan, USNR, from USS HANCOCK 
(CVA-19) to COMNAVAIRPAC. - 

LTJG Robert L. Fulton, USNR, from SNJ, Newport to 
ComThree. 

CDR Charles A. Gearhart, USN, from BUPERS to 
NAS Port Lyautey. 

LCDR Charles F. Gorder, USN, from Armed Forces 
Staff College, Norfolk to ComEleven. 

CDR John E. Hartnett, Jr.,. USNR, from ComOne to 
PRNC. 

LCDR Lawrence E. Hess, Jr., USN, from 3d MarDiv 
(Reinforced) FMF to ComFourteen. 

LTJG Ronald C. Howard, USNR, from SNJ, Newport 
(under inst) to JAGO. 

CDR James L. Hughes, Jr.. USN, from COMSERV- 
LANT to COMPHIBTRALANT. 

LTJG Emery P. Johnson, USNR, from SNJ, Newport 
(under inst) to NAAS Ellison Field. 

LTJG James D. Kowal, USNR, from SNJ, Newport 
to COMFAIR ALAMEDA. 

LCDR Donald J. Pepple, USN, from COMNAVFOR- 
MARIANAS to CINCPACFLT. 

LT Richard J. Rogers, USNR, from SNJ, Newport to 
COMDESLANT. 

LTJG Ronald S. Schwartz, USNR, from SNJ (under 
inst) to USS HANCOCK (CVA 19). 

LTJG Seth S. Searcy, USNR, from SNJ, Newport to 
ComNine. 

CDR Corise P. Varn, USNR, from NAVSUP ACTIV- 
ITY, Naples to JAGO. . 

LT John J. Walsh, USNR, from ComFive to SNJ, 
Newport. 

LT Kenneth K. Bridges, USN, from SNJ, Newport to 
NSA Naples, Italy. 

CDR Roger L. Burum, USN, from ComSeventeen to 
ComEleven. 

LT Charles A. Cahill, USN, from SNJ, Newport to 
NavSecGroup, Bremerhaven, Germany. 
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LT Frederick A. Cone, USNR, from JAGOWC to 
ComTwelve. 

LT James W. Corley, USN from JAGO to CTF 43. 

CDR Forrest M. Divine, USN, from OINC Const. 
Budocks, Madrid to COMSERVLANT. 

LTJG Kenneth W. Drew, USNR, from SNJ (under 
inst.) to ComEleven. 

CAPT Dana P. French, USN, from JAGO to ComOne. 

LT Thomas F. Hairston, USNR, (inactive) to NAAS, 
New Iberia, Louisiana. 

LTJG Eugene T. Herbert, USNR, from ComThirteen 
to USS LOS ANGELES. 

LT Deloss C. Hyde, USN, from ComSixth Fleet to 
ComFive. 

LTJG Thomas H. Johnson, USNR, from JAGO to 
PRNC. 

LT David J. Keeney, USN, from ComTwelve to COM- 
SERVRON 1. 

LT Eugene G. McCarthy, USNR, from RecSta, T.I. to 
SNJ, Newport. 

LT Richard J. McCarthy, USN, from ComFive to Com 
Sixth Fleet. 

CDR Mary L. McDowell, USNR, from PRNC to Com 

Eleven. 


YOUR LEGAL ASSISTANCE OFFICER 


When you sign papers... stop and ask yourself, 
“What am I promising to do for this other party?” 

Usually, you promise to pay at a later time for some- 
thing you receive. Read carefully, no matter what the 
salesman tells you. You can be held to the promise in 
writing—whether the paper is called a “Receipt’’, “Lease 
Contract”, “Enrollment Application”, Special Gift Cer- 
tificate”, “Agreement”, “Prospectus”, or whatever. If 
there is any question in your mind, see your Legal As- 
sistance Officer! Don’t let the salesman tell you the 
paper can’t be removed, or that people don’t do such 
things. After all, it is your money! If he’s afraid to 
let your Legal Assistance Officer look at the paper, you’d 
better do business elsewhere! ! - 

This is particularly true if you’re making a substan- 
tial deal, like buying a house (See JAG Journal, Feb- 
ruary 1960) or leasing property. Your Legal Assist- 
ance Officer may point out dangerous omissions, modi- 
fications, or additions to a purchase-agreement, contract 
of sale, or deed. He may suggest that it is better for 
you to take in “common tenancy” rather than “joint 
tenancy.” There are many points in real estate deal- 
ings where your Legal Assistance Officer can suggest 
changes or provisions to your advantage. 


REQUIREMENTS OF FEDERAL INCOME TAX 
WITHHOLDING 


The Department of the Navy, like all other employers, 
is required to withhold Federal income tax from the 
wages it pays to its personnel. The amount withheld 
is determined on the basis of the number of exemptions 
which a member or employee claims. In no event may 
the number of exemptions claimed exceed the number to 
which the employee is entitled. 

Although the employee’s income tax liability for the 








taxable year may be less than the amount of income tax 
withheld, the requirement of withholding is not affected 
thereby. There is no provision under the income tax 
withholding law, or the regulations applicable thereto, 
which would permit the employer either to discontinue 
the withholding of Federal income tax from the em- 
ployee’s wages or to withhold a less amount than is re- 
quired by law. 

In Revenue Ruling 60-220, Internal Revenue Bulletin 
No. 1960-23, page 16, the Internal Revenue Service 
held that an employer may not withhold less than re- 
quired by law notwithstanding the fact that his em- 
ployee’s individual income tax liability for the taxpayer 
year may be less than the amount of income tax required 
to be withheld. 

Thus where a member claims a large deduction for 
alimony paid to a former wife, he may not, under the 
holding of Revenue Ruling 60-220, request the Depart- 
ment of the Navy to withhold a lesser amount of income 
tax so as to equate withholding to his final tax liability. 





COMMENTARY 
(Continued from page 24) 


For the most part, in providing annuities, as 
in anything else, one realizes a benefit only to 
the extent that he shares his retired pay. The 
older a member is on retirement and the 
younger his wife, the greater will be the reduc- 
tion to provide an annuity for her, and the less 
she will receive, her annuity being a fraction of 
the reduced retired pay. However, one of these 
more expensive annuities may still be suitable 
in the case of a retired officer who has an ade- 
quate income for life, but no estate to leave his 
wife, or one who can expect a job upon retire- 
ment to decrease his dependence on his retired 
pay. Existing private insurance policies could 
be sold for the cash surrender value or converted 
into a paid-up policy for life with a reduced 
coverage in order to offset the cost of the Con- 
tingency Option annuity.* This annuity has the 
advantage of being the safest type of coverage 
available, sponsored as it is by the Federal Gov- 
ernment, and compares quite favorably with 
commercial plans for sharing retirement income 
with survivors. Obviously, if you are going to 
leave your wife a blue-chip portfolio of stocks 
and bonds, and she has a good head for invest- 
ment, or if your children have trusts settled 
on them by benevolent grandparents, an an- 
nuity under the Act may not be necessary. But 
in many cases it is the kind of “investment” best 
suited to the retired member’s needs, where a 
small sacrifice of retired pay assures that the 
surviving spouse will have an assured income 
after your death. 





25. See Borden, The Contingency Option Act and Estate Planning, A 
Legal Assistance Note, JAG JOURNAL, August 1959, p. 13. 
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LEGAL ASSISTANCE NOTE 
BUYING ON TIME 


PAYING CASH FOR our purchases is ordinarily 
advisable but at one time or another nearly everyone 
finds it necessary or expedient to purchase things “on 
time”. Buying “on time” or “on credit” may take many 
forms, ranging from a simple charge account (where 
one may pay in 30, 60, or 90 days without interest), to 
formal transactions which involve the execution of 
written contracts or other legal documents calling for 
the payment of interest or “carrying charges”. 

Whenever you are asked to sign something, treat 
the request as a warning signal that in some way you 
may become legally obligated by what you sign. For 
your own protection, you should clearly understand 
what you sign, why you are signing it, and what the 
consequences may be. 


CONDITIONAL SALES CONTRACT... 


Many items of personal property (automobiles, house- 
hold furniture and appliances, etc.) are sold under 
“conditional sales contracts” with promissory notes 
avtached. 

Under this arrangement, you (the purchaser) re- 
ceives possession of the item, but the ownership or title 
remains with the seller until you complete the payments. 
The word “conditional” indicates that the sale is not 
really complete until you have paid in full. The seller 
retains the title to the goods as security for the credit 
he has extended you. 

What does this mean? If you fail to make a payment 
when due, the seller (or finance company to which the 
seller may have assigned the contract and note) may 
by reason of the contract take back the item without 
court action and you lose what you have paid. Not only 
this, the contract in most cases allows the seller to re- 
sell the item, apply what he gets from the resale to his 
costs of repossessing and selling, and hold you for the 
balance of the price you originally agreed to pay. In 
that case, however, payments you have already made 
plus the net proceeds of the resale will reduce the 
amount you owe. 

THE PROMISSORY NOTE which is signed in 
connection with installment purchases may have a 
socalled “confession of judgment” provision, which per- 
mits the seller to obtain judgment for the unpaid bal- 
ance of the purchase price without giving the buyer 
any notice, and without any hearing or trial whatever. 
In the event of default on such a note, judgment could 
be taken against you without notice. In addition to 
the balance due on the note, judgment would include 
attorneys’ fees and court costs. Any property you might 
possess could be subjected to sale for payment of the 
judgment. 

CHATTEL MORTGAGE... 

Often personal property (automobiles, furniture, etc.) 

is purchased on credit, the buyer giving the seller a 


“chattel mortgage” on the article bought to secure a 
note for the unpaid balance. 
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A chattel is just another word for any tangible prop- 
erty that is not real estate. A “chattel mortgage” is 
simply a contract to put up the property bought as se- 
curity for the money you borrowed to buy the property. 
In addition, the borrower usually signs a “chattel mort- 
gage note,” which contains a promise to pay the balance 
after the down payment. The note and mortgage are 
sometimes on the same piece of paper. 

Unlike the conditional sales agreement, if you buy 
an automobile under the chattel mortgage, you are the 
owner of the automobile which is mortgaged to secure 
the debt. If, however, the note is not paid, the financing 
agency may, but only through legal procedure, take 
possession of the car and sell it to pay off the loan. If 
this sale does not bring enough money to pay your debt 
plus the cost of “foreclosing” the mortgage, you can 
still be compelled to pay the balance due. 


“ON CREDIT” OR “TIME PAYMENT” .. . 


A good credit rating is, of course, a valuable asset. 
Try to establish a reputation for meeting your obliga- 
tions promptly. There is considerable difference in buy- 
ing on credit through a charge account where you pay 
only the purchase price (in 30, 60 or 90 days without 
interest) and where you make a purchase on time pay- 
ments which include finance or carrying charges and 
interest on the deferred balance. You should always 
know under which plan you are buying. 

Before “signing up,” check the amount of the carry- 
ing charges and interest and determine what the total 
extra cost of financing the purchase will be. It may be 
less expensive for you to borrow the money from your 
bank or credit union at regular interest and thus pay 
cash.for the goods. 


TAKE THESE PRECAUTIONS BEFORE YOU SIGN... 


Know what you are signing and what the document 
contains. Understand clearly what it means. Don’t 
be confused by its title—a “statement” may be a re- 
lease of all your claims, or a “contract” may be a ne- 
gotiable promissory note. “Co-signing” a note may re- 
sult in your having to pay it. 

READ EVERYTHING IN ANY DOCUMENT. Oral promises 
not included in writing may be unenforceable. 

CHECK AND VERIFY THE DOCUMENT. Be sure the dates, 
prices, names and conditions filled in are correct. You 
are bound by what it says, not what you thought it said. 

ASK QUESTIONS. Language clearly stating what you 
want can be inserted. Consult with your attorney, if 
necessary. 

RETAIN A COPY. Be sure the proper persons sign, then 
request and retain a copy—you may wish to have it re- 
corded. 

Above all don’t sign blank contracts. 


LCDR OLIVER E. DAVIS, USN 
Office of the Judge Advocate General 


U.S. GOVERNMENT PRINTING OFFICE: 1968 
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